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BRIEF FOR DEFENDANTS-APPELLEES 
F. EBERSTADT & CO., INC.; F. EBERSTADT & CO., 
MANAGERS AND DISTRIBUTORS, INC. and 
ROBERT G. ZELLER 


This is an appeal from a Judgment entered for defendant 
after trial in a derivative action brought by a shareholde: 
of Chemical Fund, Ine. (‘‘Fund’’), a mutual fund, to re 
cover on behalf of the Fund for what she contends was an 
unlawful failure by the Fund to seek rebate or ‘‘re ‘apture’’ 
of portions of its brokerage commissions through a \. "lety 


of devices which plaintiff suggests. 


The District Court found that the Fund’s Board of Diree 
tors had carefully considered the whole question of reecap- 
ture on numerous occasions over a period of many Vears 
and had rejected recapture in the informed exercise of 
independent business judgment. That, the District Court 
held in dismissing the complaint, was the end of the matter. 
(It is a stipulated fact in this ease that at all relevant times 
a majority of the Fund’: directors Was independent and not 
‘‘interested’’ (App. A-29)). 


The Questions Presented 


1. Was it error for the District Court to hold that ‘tre 
capture’? of Fund brokerag commissions Was a matter for 
determination by the Fund's Board of Directors in the in 


formed exercise of independent business judgment: 


» Was it error for the District Court to hold that the 
Fund’s failure to seek recapture of brokerage commissions 
was notay iolation of the Fund’s « ertifieate of incorpora on 
or of the management and distribution contracts between 


the Fund and its manager-distributor ! 


Statement of the case 


A. The parties 

The Fund, il Delaware corpo} ation, is an open-end invest 
ment company er ‘*mutual fund” 1 vistered with the Secu 
In 
vestment Company Act of 1940, as amended, 15 U.S.C. 


‘ 80a-1 et seg. Its investment objective is to attain growth 


r 


ities and Exchange Commission (**SEC’’) under the 


of capital and income by investing in companies whose busi- 


ness 1s In certain aspects of the sciences (App. A-28). 


As reqgaired by Sections 5(a)(1) and 2(a)(32) of the 
Investment Company Act (lo U.S.C. §§ 80a-5(a)(1), 
80a-2(a)(32)), the Fund stands ready at all times to re- 
deem its shares for their ‘‘net asset value”’, computed in 
accordance with the rules and regulations of the SEC, 17 
CUF.R. 66 270.22e-1, 270.2a-4 (Ex. N, p. 7-8). It must, there 
fore, continuously offer new shares to the public in order 
to offset redemptions ; otherwise, redemptions might require 


the untimely liquidation of portfolio securities. 


\s of December 31, 1965 the Fund had total net assets of 


$455,849,751. At the time of trial, the Fund’s total net 
assets were more than $700,000.000 (App. A-52, 28: Tr. 22). 


The Fund’s growth is attributable both to its excellent 
record of investment performance (App. A-77, Tr. 22-28, 
Ex. K) as well as to its superior record of sales (Tr. 28-30; 
Kx. L). The Fund’s expense ratio, i.c., the amount of ex- 
penses incurred by the Fund per dollar of Fund assets, has 
been among the lowest in the wntual fund industry (App. 
A-77, 322; Tr. 30-31; Ex. 93, Schedule ‘‘A’’; Ex. 94, 
Schedule ‘*A’’; Ex. 95, Schedule ‘‘A’’). Moreover, as the 
District Court found, the rate of the Fund’s portfolio 
turnover (and, consequently, the level of brokerage com- 
missions which it has paid) has been below that of the 
mutual fund industry on the whole (App. A-77-78). 


The defendant F. Eberstadt & Co., Managers and Dis 
tributors, Inc. (‘‘ M&D’’) is the Fund’s manager and the dis- 
tributor of its shares pursuant to written contracts. M&D 
makes investment recommendations to the Fund’s Board 
of Directors and, subject to the Fund’s Board of Directors, 
manages the business and affairs of the Fund. It also fur 
nishes the rund with office space and ordinary clerical and 
bookkeeping services (App. A-28, 29, 53). The compensa- 
tion paid by the Fund to M&D for its services as the Fund’s 
manager is based upon a percentage of the Fund’s net 
assets, with an incentive adjustment for the Fund’s invest 


ment performance. 


In its role as distributor of the Fund’s shares, M&D 
arranges for the sale of Fund shares to the public through 
independent secur'ties dealers at a price equal to net asset 
value plus a sales charge. M&D, under its contract with the 
Fund, retains less than a quarter of the sales charee and 
allows the balance to dealers who sell Fund shares (App. 


A-30). 


The defendant Ff 4) tadt & Co., Ine. (** Eberstadt*’) 
M&D’s parent company, is and has been since 1962 a mem 
ber firm of the New York Stock Exchange (‘‘NYSE”’) and 
a member of the National Association of Securities Dealei 
(**NASD’’). Eberstadt later became a member of the 


American Stock Exchange as well. 


Defendant Robert G. Zeller Vice Chairman of the 
Fund's Board of Directors, Vice Chairman of M&D’s Board 


and Chairman of the Board of Eberstadt. 


None of the other named defendants was se1 ved and the 


action was dismissed as to them (App. A-84). 


B. The Fund’s portfolio brokerage practices 


Whenever the Iund seeks to purch sell securities 
for 1s portfolio it is necessary, « xcept in ui usual cireun 
stances. to select a broker to execute the transection or to 
deal directly with a dealer who owns or W s to purcha 
the particular securities being purchased or sold (“ p. 


\-33). In selecting brokers for the execution of Fund port 
folio transactions, it is a stipulated fact that M&D’s primar 

concern has always been the price and quality of e:°eution 
to be provided to the Fund (App. A-78, 34). Only when 
two or more prospective executing brokers could provide 


; 


equal price and quality of execution were other criteria 


considered in the selection of broke’s. Despite plaintiff's 


references to ‘excess commissions’’, no contention is made, 
nor could it be. th he Fund ever paid a larger commission 


than was necessary. 


Assuming equal price and quality of execution, the 
eriteria used in selecting an exeenting broker, until July 
15, 1973. were the broker’s sales of Fund shares to the 


public and the usefulness of research and statistical serv 


ices which he provided to the Fund through M&D* (App. 
A-34). After July 15, 1973, in accordance witu a ruk 


’ 


adopted by the NASD, a broker’s sales of Fund shares 
w's no longer a qualifying or “* «qualifying factor in the 
selection of executing brokers. “oth Eberstadt and M&D 


are and have been members of the NASD (App. A-28,?29). 


Prior to December 5, 1968, it was common practice for 
a matual fund or its manager to direct executing brokers 
on the NYSE and other national securities exc hanges to 
‘“‘give-up’’ part of their commissions to other exchange 
members who had sold Fund shares to the publie or who 
had provided useful research or statistical material, but 
who had not participated in any way in the execution of 
the transaction on the exchange (App. A-56, 34-35), 


Give-ups did not increase fund brokerage cosis because 
the NYSE and other national securities exchanges rv -nired 
their members to charge a fixed minimum commissio ate 
and prohibited direct rebates to customers.** Some brokers 
however, were willing to compete for the exeeution of 
profitable institutional orders by giving up part of their 
commissions .» other brokers who were members of the 
exchange, since the costs associated with execution of these 
orders were not proportionately greater than the cost of 
executing smaller orders. Until give-ups were abolished 
by amendments to stock exchange rules on December 5. 
1968, the Fund followed the industry practice of directing 
executing brokers to ‘“‘give-up’’ part of their commissions 


* By adroit employment of quotation marks, plaintiff suggests that 


lealers who sold Fund shares “performed some service for th 
management” (Br. 25, fn: emphasis as in plaintiff's brief). The 
testimony, however, was that these were services performed for 


the benefit of the Fund (Tr. 97-98) 


** The NYSE Constitution was amended in 1971 to permit the 


negotiation of commissions on large transactions ( \pp. 352, 356; 
Ex. E). 


to other exchange members who had provided sales, sta- 


tistical or research services (App. A-55, 56, 57, 58, 34, 35). 


While the Constitution and Rules of the NYSE and 
other national securities exchanges have always prohibited 
the direct rebate of comm'ssions to customers, the NYSE 
has permitted member firms who serve as investment ad- 
visers to credit against the inve- ment advisory fee some 
portion of the commissions earned by the member firn 
for the execution of portfolio transactions for the invest- 
ment advisory client (App. A-60, 36). Accordingly, the 
constitution and rules of the NYSE would have permitted 
M&D to credit against the management fee payable to it by 
the Fund some portion of any brokerage commissions 
earned by Eberstadt in the execution of the Fund’s port- 
folio transactions and, prior to the time when give-ups 
were abolished, some portion of any give-ups received by 
Eberstadt with respect to Fund brokerage business. 


However, the Board of Directors of the Fund con- 
sistently directed that Eberstadt not act as broker in the 
execution of Fund portfolio transactions and that it not 
receive give-ups from other brokers in connection with 
Fund portfolio transactions* (App. A-36, 37). Eberstadt’s 
non-involvement in Fund brokerage has been made clear to 
the Fund’s shareholders in prospectuses and proxy state- 
ments (Ex. 11, p. 7; Ex. 12, p.' “x. 13, p. 10; Ex. 14, p. 8; 
bx. 15, p. 9; Ex. 16, p. 9; Ex. li, p. 12; Ex. 18, p. 10; Ex, 19, 
* Approximately 80 percent of the Fund’s portfolio transactions 

have been executed on the NYSE (App. A-33). Considerations 

of best execution have precluded greater use of the regional stock 
exchanges. Accordingly, while the rules of regional stock ex- 
changes have permitted various methods of recapture, the use 


regional exchanges for this purpose was not a practical or 
useful course of action for the Fund, consistent with its policy 
of best price and execution. In any event, in view of Eber- 


stadt’s seat on the NYSE, the various regional recapture devices 
would have been superfluous if the Fund’s directors had 
ck ( ided to engage in recapture. 

b 


9 9 99 
) 


p. 8; Ex. 32, p. 3; Ex. 33, p. 10; Ex. 34, p. 9; x. 39, p. 9; 
Ex. 36, p. 11; Ex. 37, p. 7). 


Some other mutual funds, like Chemical Fund, have been 
managed by firms which are NYSE members or are affili- 
ated with NYSE members. However, no such fund of sig- 
nificant size engaged in the practice of directing give-ups 
to its manager for recapture purposes. The larger funds 
in the industry, contrary to plaintiff’s assertions, have not, 
in general, sought to reduce their management fees by 
recapture devices, except to the extent that some funds 
have entered into sach arrangements in order to settle 
stockholder litigation in which the plaintiffs charged breach 
of duty in the failure to recapture (App. 312-313; Tr. 77 
83; Ex. 69, p. 1-2; Ex. 114). 
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C. The repeated exercise of informed business judg- 
ment by the Fund’s independent directors is 
incontrovertibly documented by contemporaneous 
records 
The Fund’s Board of Directors determined, in the good 
faith exercise of business judgment and upon the advice 
of counsel, that it was not in the best interests of the Fund 
or its shareholders to involve Eberstadt or M&D in the 


execution of the Fund’s brokerage transactions. 


The District Court’s findings on the business, academic 
and professional qualifications of the Fund’s directors (App. 
A-53, 54; Tr. 43-49, 156-160, 214-215) demonstrate the di- 
rectors’ unique competence to make the business judgment 
which plaintiff attacks. Moreover, it is a stipulated fact 
that a majority of the Fund’s directors has been at all 
times completely independent of Eberstadt and M&D (App. 
A-53, 29). 


When Eberste(t joined the NYSE in 1962, the Fund’s 


directors considered and rejected the idea that Eberstadt 


should become involved in the Fund’s brokerage business 
or otherwise serve as a vehicle for recapture. The Board 
considered this question at least once each year thereafter 
and always decided against the involvement of Eberstadt 


in the Fund’s brokerage business (Tr. 52-53, 163-165). 


The Board’s eareful consideration of the recapture ques- 
I | 
tion is established by incontrovertible documentary root 
A 7 3 
Apn. A- 66, 67, 68, 69, 70, 307- 5h DB 


1. The SEC’s 1966 “PPI Report” 


On January 9, 1967, M&D sent to ssa Fund’s directors 
a summary of the SEC’s ‘‘PPI Report’? (App. 307; Ex. 
162).* This memorandum told the directors that the ‘‘SEC 
apparently looks with favor on the practice of using broker- 
age business on portfolio transactions to reduce the cost 
of management’? (App. 312) and noted that brokerage 
affiliates of two mutual fund organizations had been re- 
capturing commissions on the Pacific Coast Stock Exchange 
(App. A-66, 313). 


2. The SEC’s proposal of Rule 10b-10 in 1968 

After the SEC issued in January, 1968 a release exposing 
for public comment a proposed new Rule 10b-10 which 
would have prohibited give-ups with respect to fund port- 
folio transactions unless the give-up was recaptured, M&D 
forwarded a copy of the SEC’s release to the Fund’s diree- 


* 
Lvrs. 


The proposed Rule 10b-10 was never adopted and was 
ultimately withdrawn (Tr. 56-57, 168-169; App. 358). The 
underlying premise of the proposed rule—that recapture 

* Report of the Securities and Exchange Commission on the 

Pustic Porticy IMPLICATIONS OF INVESTMENT COMPANY 
GrowTtH (1966), H. Rep. No. ae 89th Cong., 2d Sess. 


** Sec. Exch. Act Release No. 8239 (Jan. 26, 1968) (Ex 89): 
[1967-1969 Transfer Binder] CCH 4 Fed. Sec. L. Rep. f 77,523 


Was mandatory—was later repudiated by the SEC’s Gen- 
eral Counsel (App. 358). 


On February 20, 1968, the Fund’s Board of Directors 
received and relied upon the opinion of the Fund’s counsel 
concerning the Fund’s brokerage practices in light of the 
SEC release proposing Rule 10b-10 (App. 319, Tr. 168-169). 
Counsel advised the Board that, assuming the Board had 
considered all the relevant facts. including the possibility 
of adopting alternate brokerage methods, and assuming 
the Board concluded as a matter of reasonable business 
judgment that it was in the best interests of the Fund and 
its shareholders to continue the Fund’s existing brokerage 
and give-up practices, then approval of the existing prac- 
tices would be lawful (App. A-67, 319; Tr. 58-59, 168-169) 


3. The 1968 Report to the Board of Directors 


On February 21, 1968 a committee of the Fund’s Board 
of Directors consisting of Mr. Dorsett and Dr, Murray, 
reported in writing to the full Board on the subject of 
give-ups (App. A-67, 68, 321). Both of these directors, who 
tes.'4ed at the trial, were particularly qualified to look 
into and report to the Board on brokerage practices. Dr. 
Murray is S. Sloan Colt Professor of Banking and Finance 
at the Graduate School of Business of ( ‘olumbia University. 
le was formerly the officer in charge of investment re- 
search and institutional investment management services 
at Bankers Trust Company (Tr. 155-157). Mr. Dorsett, 
as Vice President and Senior Investment Officer of College 
Retirement Equities Fund, manages one of the largest 
portfolios of equity securities in the United States and 
formerly managed the investments of the University of 
Rochester (App. A-53; Tr. 283-284). Both men have had 
extensive experience in the execution of securities trans- 
actions and in the alloeation of brokerage business (App. 


A-o4; Tr. 43, 44, 46, 156-159, 283-284). 


10 


The subeommittee noted that it was possible for the Fund 
to recapture commissions on portfolio transactions by di- 
recting Eberstadt to execute brokerage transactions or to 
seek give-ups on Fund brokerage business, but concluded 
that changing the Fund’s practice in this respect was not 
advisable. Mr. Dorsett and Dr. Murray stated in their re- 
port to the unafliliated directors as follows (App. A-68, 323- 


324) : 


‘We quote from the SEC release as follows: 
‘Many mutual fund managers believe that so long 
as this type of sales incentive can be given to dealers, 
competition among mutual fund managers for the 
favor of dealers will make it difficult, if not impos- 
sible, for any individual fund manager to fail to 
provide such compensation to dealers, both members 
and nonmembers of exchanges, selling shares of his 
funds.’ We agree completely with this statement. 
Regardless of the merits of this method of doing’ 
business, it is not practical to attempt a change for 
Chemical Fund at this time even though we recognize 
that it would be possible to request the manager to 
execute some portfolio transactions as a member of 
the New York Stock Exchange or request give-ups 
on portfolio trar actions which would be credited 


avainst the amount of the management fee.’ 


4. The 1969 and 1970 Reports to the Board of Directors 


9 


The r xt year, as it did every year thereafter (Ex. 93, 
94, 95, 96, 97, A), M&D provided to a commitiee of 
unaffiliated directors a complete review of the operations of 
the Fund and M&D. 


In February 1969 and again in January 1970, a Board 


committee again reviewed the Fund’s portfolio brokerage 


11 


business and recommended that there be no change in the 
Fund’s practice of not placing orders with Eberstadt and 
of allocating brokerage first on the basis of best price and 
execution and, second, on the basis of other services pro 
vided by the broker to the Fund (App. A-68-69, 337, 341). 


On both occasions, the full Board subsequently voted to 
continue existing brokerage practices (App. A-69; Ix. 68, 


p. 4). 


5. The reports to the Board of Directors in 1971, 1972, 

1973 and 1974 

On January 15, 1971, M&D sent to Dr. Murray and 
Governor Alfred KE. Driscoll,t who at that time comprised 
a committee of unaftiliated directors to review the oper 
ations of the Fund, a memorandum discussing several 
aspects of the Fund’s operations (Ex. 95). The memo- 
randum reviewed once more the subject of portfolio bro- 
kerage transactions and the possibility of recapturing 
commissions by placing orders with Eberstadt (x. 99, 
p. =). The committee subsequently presented its written 
report to the Board of Directors and made the following 
statement with respect to allocation of brokerage: 


‘‘We recommend no change at this time in the 
method of direeting brokerage business. Because 
of the relatively low rate or portfolio turnover 
(only 12.1 percent in 1970), the volume of com- 
missions paid is small for a fund of Chemical Fund’s 
size (only some $650,000 in 1970). With so many 
proposals under discussion regarding negotiated 


commission rates, institutional membership, and 


+ Governor Driscoll had been Governor of New Jersey, Chairman 
of the New Jersey Turnpike Authority and the chief exe 


officer of the Warner-Lambert C« +4 ) 


- 


12 


the possibility of ‘unbundling’, we believe that it 


would be inadvisable to alter present arrangements. 


1 
} 


We recommend, however, that the subject be re 


viewed promptly in light of any developments durin 
the year.’’ (App. 343-344). 


J 


The Board of Directors, after considering the report, made 


no change in the Fund’s brokerage practices (App. A-69; 


Th <> ~ 
Ix, 69) 


Following the decision of the United States Court of 
Appeals for the First Cirenit in Moses v. Burgin, 445 F.2d 
369 (Ist Cir. 1971), M&D mailed copies of the decision to 
each of the Fund’s directors (App. A-69; Tr. 104, 170, 221; 
Kix. 67). At the Fund’s Board meeting on June 16, 1971, a 
committee of independent directors, consisting of Dr. Mur- 
rav, Governor Driscoll and Dr. Bertrand Fox,* was ap- 
pointed to review again the Fund’s brokerage practices, to 
consult with the Fund’s counsel and to consider the various 
alternatives available to the Fund. The committee, after 
consultation with counsel, recommended no change in the 
Fund’s brokerage practices (App. A-69, 70; Tr. 171, 221- 


223). 


aan 


On Mareh 27, 1972 and again on January 15, 1973 com- 
mittees of unaffiliated directors recommended in writing to 
the full Board that existing methods of brokerage allocation 
should be continued (App. A-70, 345, 349). The Board of 
Directors made no change in the Fund’s brokerage prac 
tice and on each suek occasion approved the Fund’s 
management and distribution agreements with M&D (Tr. 
171, 221-223). 

Finally, the Fund’s audit committee met on January 14, 


1974 to consider renewal of the Fund’s management and 


* Dr. Fox, who testified at the trial, recently retired as Jacob | 


Schiff professor of investment banking at Harvard University 
Business School (Tr. 214) 
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distribution agreements with M&D. The committee recom- 
j mended that ‘‘the policy should be continued of having no 
Fund brokerage business done with [ Eberstaadt ] even 
though a recapture of a portion of the profits on such 


brokerage might be possible’? (App. A-70; Ex. 75, p. 2). 


D. The Fund’s charter leaves the allocation of 

brokerage to the business judgment of the 

Board of Directors 

To confirm and make unquestionably explicit the diree- 
tors’ power to establish the Fund’s policies concerning 
Fund brokerage practices and to direct that brokerage be 
allocated to brokers who sold Fund shares or who pro- 
vided research services, the Fund’s shareholders approved 
on March 14, 1972 an amendment to the Fund’s cer- 
tificate of incorporation (App. A-71; Ex. 139, p. 6). This 
amendment confirmed the power of the directors: 


**8. To determime in their discretion the manner 
and purposes of the allocation of brokerage cummis- 
stons to be paid by the Fund and the selection of 
the brokers and dealers that shall receive or share 
directly or indirectly in any such commissions and 
the basis of such receiving or sharing therein, in- 
cluding, but not limited to, sales of shares of the 
Fund and any other funds having the same invest- 
ment adviser and statistical and other information 
and wire and other services provided to the Fund 
or the Manager.’’ 


6 a OT cto Putten. . ta 


The proxy statement distributed to Fund sharehc ‘ders 
in connection with this meeting deseribed the Fund’s 


brokerage policies as follows (App. 296) : 


‘*The purpose of the above amendment is to make 
explicit that which has always been implicit, namely, 
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that the Board of Directors of the Fund (more than 
50% of whom are otherwise unaffiliated with the 
Fund or its Manager) has the power to determine 
how the portfol o brokerage of the Fund shall be 
used. In the opinion of the Board of Directors of 
the Fund, it is in the best interest of the Fund to 
continue the brokerage practices which it has fol- 
lowed since inception under which all portfolio trans- 
actions have been carried out by brokers who are 
not affiliated with the Manager and Distributor of 
the Fund and not to make any provision for recap 
ture through an affiliated broker of any part of the 
brokerage commissions paid by the Fund. 

** Accordingly, as reflected in the proposed new 
Management Agreement discussed below, the Board 
of Directors has directed the Manager not to have 
the Fund purchase or sell 
through the firm of F. Eberstadt & Co., Inc., the 
parent of the Manager, which is a member of the New 


any portfolio securities 


York and American Stock Exchanges. As indicated 
under ‘Allocation of Portfolio Brokerage and Port- 
folio Turnover Rate’ below in this proxy statement, 
the Fund’s Board of Directors and the Manager con 
sider that, subject to obtaining the best price, execu- 
tion and commission, allocation of brokerage to 
dealers who have sold shares of the Fund or have 
provided statistical and research information has 
been and presently continues to be of benefit to the 
Fund and its shareholders. The Fund’s Manager 
has been authorized by the Board of Directors to 
select in the Manager’s discretion the brokers or 
dealers that shall exeeute portfolio transactions or 


share directly or indirectly in commissions with 


speet thereto, and to determine the basis of such 
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sharing, subject in each case to obtaining the best 
execution taking into consideration, among othe: 
things, price (ineluding any brokerage commission), 
size of the transaction and need for speed in execu 
tion. The Board, of course, would have the right to 
determine in the future that some other course of 


action might be desirable.’’ (App. A-31, 32). 


ARGUMENT 


Summary of Argument 


The false assumption which permeates plaintiff's brief is 
that only by recapture could Fund brokerage commissions 
be used for the benefit of the Fund. That assumption is not 
supported by a shred of evidence. Indeed the evidence con 
firms the wisdom of the Fund’s Board of Directors in con 
cluding—in the informed exercise of independent busines 
judgment—that the long-term best interests of the Fun 
shareholders were better served by allocating Fund brok 
age business to encourage the sale of Fund shares and tli 


flow of useful research and statistical information. 


In prohibiting recapture, even though it might result in 
some relatively modest reduction of the Fund’s manage 
ment fee, the Fund’s directors had very much in mind that 


the use of brokerage commissions to encourage sales and 


the flow of useful research information was a widespread 


practice in the mutual fund industry. For Chemical Fund 
alone to do otherwise would have been compectitivel) 
disastrous. 


It was likewise important to the directors that the Fund, 
Eberstadt and M&D would face intolerable conflicts of 


interest if Ekerstadt were requ to execute the Fund’s 


portfolio stock brokerags isines rr to receive g) ip 
from other brokers, What plaintifi eT ‘s to comprehen 


is that, as the Fund’s Board of Directors coneluded, such 


conflicts of interest would have seriously jeopardized the 


Iund’s business image, impeded the ability of the Fund to 


1 


sell its shares and affected adversely in other ways the 


best interests of the Fund’s shareholders. 


TS 


Moreovt ‘PPI Report’’ in 1966, proposed 


egislation and other regulatory proposals made it a; 
parent to the Fund’s directors that basic changes wer 
imminent in the structure of the securities industry, such us 
negotiated commissions, divorce of the brokerage and 
moucy-management functions and institutional access to 
the Stock Exchange floor. Many or these proposals would 
have made recapture impossible—as plaintiffs agree is now 
the case. Indeed, one such proposal has now been enacted 
into law as Section 6 of the Securities Acts Amendments 


of 1975 (Pub. L. 94-29). 


It made no sense for the Fund’s directors to abandon a 
long-standing brokerage policy which in their judgment had 
contributed over the long-term to the Fund’s success in 
favor of a radically different course whose supposed bene- 
fits would probably prove to be as short-lived as they were 
illusory. 

Plaintiff’s claims purport to be based upon a deeision by 
the First Cireuit, Woses v. Burgin, 44= "2d 369 (1st Cir. 
1971). Analysis of that decision demonstrates that it is 


not applicable to the entirely different facts of this case. 


The eritieal facts which distinguished this case from Moses 
that here all of the conduct which plaintiff attacks was 


are 


the result of an informed, good faith exercise of business 


judgment by the Fund’s Board of Directors, a majority of 
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whom were at all times independent of Eberstadt and 


M&D. 


In arguing that the alloeation of brokerage to encourage 
the sale of Fund’s shares and the flow of useful research 
information violated the management and distribution con 
tracts between the Fund and M&D, plaintiff can point to 
no specific provision of either contract which prohibited 
such conduct. No such provision exists. The uncontra 


dicted evidence is that both contracts were negotiated in 
the context of an industry-wide practice. As the parties to 
the contract testified at the trial, had recapture or any othe: 
change in practice resulted in a significant increase in 
M&D’s costs, both parties would have been required to con- 
sider renegotiation of the contracts. 


Disclosure of Fund brokerage practices in Fund pros- 
pectuses and proxy statements was, as the District Court 
found, entirely adequate. Plaintiff’s arguments in this re- 
spect are mere afterthought, for even though the brokerage 
practices attacked on this appeal were specifically alleged 
in the complaint, there is no claim asserted in the complaint 
of inadequate disclosure to Fund shareholders. Similarly, 
no such contention was listed by plaintiff in the pretrial 
order. Moreover, it is difficult to perceive how plaintiff can 
complain derivatively on behalf of the Fund that the Fund 
was damaged by the falsity of its own prospectuses and 
proxy statements. 


I. Rejection of recapture by the Fund’s Board of 
Directors was a valid exercise of an informed and 
independent business judgment 


As the District Court found, it was a combination and 
interplay of numerous considerations which influenced the 


fund’s Board of Directors to establish the policy of not in- 


] ~ 


volving Eberstadt or M&D, directly or ind 
Fund’s portfolio brokerage busin 

W hile individual officers and directors of the Fund mign 
articul. te and rank differently the various considera 
involved, the basic reasuns for not involving Kberstadt in 
the Fund’s brokerage business were that it would result 
ntolerabl conflicts of interest, create an ippearance 
conflict of interest, adversely affect the sale of Fund shares 
and impede the flow of useful research information from 
securities dealers who were accustomed to receiving Fund 
brokerage business. These adverse consequences wer 
anticipated by the Fund's directors without regard to the 
form of rebate device which might be selected and without 
revard to whether Eberstadt acted as executing broker for 
the Fund or received give-ups from other brokers on I'und 


business. 


A. Plaintiff cannot prevail no matter what is the legal 

standard by which defendants’ conduct is judged 
Plaintiff does not ident ly with precision the legal stand 
ard or body of law under which the defendants’ conduct is 


to be judged. 


Perhaps this failure to come to grips with the threshold 
legal question signals plaintiff’s perception of the dilemma 
which confronts her. If she relies upon the Investment Com- 
pany Act of 1940, as amended in 1970, the only statutory 
provision which could be con sidered conceivably applicable 
is section 36(a), 15 U.S.C. § 80a-35(a). As we demonstrate 
below, to the extent that plaintiff rests her case upon section 
36(a), she clearly has failed to carry the burden which the 


statute imposes upon her. 


If, on the other hand, plaintiff relies upon the doctrine 


of pendent jurisdiction so as to bring into play the common 


law of New York or Delaware, bh r case founders on the 
business judgment rul Admittedly, a majority of the 
Fund's Board o ectors was completely independent 

App. A-53, 29) and tnere is abundant support for the Dis 
trict Court’s finding that the directors’ repeated rejection 
of recapture was an informed exercise of good-faith busi 


ness judgment. 


1. The 1970 amendments to the Investment 

Company Act 

Section 36 of the Investment Company Act of 1940, as 
amended in 1970 (15 U.S.C. § 80a-35(a)), consists of sep 
urate paragraphs (a) and (b). Paragraph (a) became ef 
fective when the 1970 4 ‘endments Act was enacted into law 
on December 14, 1970 L. 91-547, § 20; 84 Stat. 1428) 
However, paragraph (b) of Section 36 did not become ef 
fective until 18 months later (Pub. L. 91-547, § 30; 84 Stat 
1436). Accordingly, since this action was commenced on May 
11, 1971 (App. A-1), prior to the effective date of Section 
36(b), plaintiff must necessarily rely solely on Sc cion 36(a). 


Prior to the 1970 amendments, section 36 authorized the 
SEC to bring actions against mutual fund officers, directors, 


sé 


investment advisers and certain others for ‘‘gross miscon 
duct or gross abuse of trust’’. While section 36 on its face 
authorized suit only by the SEC, the courts generally, as in 
Moses, implied a private right of action. See Tanzer v. Huf 
fines, 314 F. Supp. 189, 193 (D. Del. 1970); Brown v. Bullock, 
194 F. Supp. 207, 245 (S.D.N.Y. 1961), aff’d, 294 F.2d 415 
(2d Cir. 1961). 

In amending section 36 in 1970, the Congress prescribed a 
new standard for suits brought by the SEC. Now, as pro- 


vided in section 36(a), the SHC may bring suit against 


For the convenience of the Court, we reproduce as an Addendum 
to this brief the original and amended versions of § 36 


certain investment company affiliates if they have engaged 
in ‘fany act ov practice constituting a breach of fiduciary 


duty involvine »ersonal misconduct’? At the same time, the 


Congres added a new paragraph (b) to section 36 which 
expl cleaies a private right of action—in careiully 
lin . circumstances—for ‘‘breach of fiduciay duty in 


resvcet of’? compensation paid by an investment company 
to its investment adviser or certain others. As previously 


noted, section 36(b) is not app!.cable here. 


We turn now to the legal standard which would be ap- 
plicable to this case if we assume arguendo that plaintiff 
may sue under section 386(a) even though that section speaks 
in plain terms only of suit by the SHC. 


* As held in Monheit v. Carter, 376 F. Supp. 334, 342 (S.D.N.Y. 


1974), section 36(a) does not authorize a private right of action 
Section 36(a) provides oniy that “[t]h« Commission is author 
ized to bring an action uid says nothing about a private 
action. Private actions are provided for only in section 36(b). 
As the Court said in Monhe Vv. Carter, “Section 36(a), how 
ever, authorizes an action by the SIEC, not by private indi- 


viduals.” Jd. at 342 

While a ite right of action was implied by the courts 
under the ort; section 36, the framework of the pre-1970 
statute was very different from the present statute. Unlike the 
present section 36(b), the prior statute was wholly silent on 
the subject of private actions, so that there was more room for 


implication. There would no longer seem to be any basis for 
reading a private right of action into section 36(a) where 
Congress provided for none and where Congress instead ex- 
pressly granted private litigants their remedy in the very next 
paragraph of the statute. 

Both the Senate and House reports on the 1970 amendments 
contain the statement that “[a]ithough section 36(b) provides 
ion for breach of fiduciary duty as does 


for an equitable 


section 36(a), the fact that subsection (b) specifically provides 
for a private right of actio., should not be read by implication 
to affect subsection (a).”’ Report of the Committee on Banking 
and Currency, Senate Report No. 91-184 (1969), p. 16; Report 
of the Committée on Interstate and [Foreign Commerce, House 
Report No. 91-1382 (1970), p. 38. However, the language of 
the statute is sufficiently clear that little light is shed by the 
committee reports. : 


mA 


B. Plaintiff has net carried the burden of proof 
imposed by section 36(a) of the Investment 
Company Act 

Section 36(a) of the Investment Company Act, as 
amended in 1970, requires proof of ‘‘breach of fiduciary 
duty imvolving personal misconduct’’ [emphasis added]. 

When section 36(a) and section 46(b) are read together, 

it is readily apparent that section 36(a)’s requirement of 


‘*personal misconduct’’ is central to the statutory scheme. 


Section 36(b) specifically provides a private right of 
action for ‘‘breach of fiduciary duty’’ in respect of an in- 
vestment adviser’s ‘‘receipt of compensation for services, 
or of payments of a material nature, paid by such regis- 
tered investment company, or by the security holders there- 
of, to such investment adviser or any affiliated person of 
such investment adviser.’’ 


However, the sectron specifically provides in subpara- 
graph (1) that in a private action brought under section 
36(b), ‘*It shall not be necessary to allege or prove that 
any defendant engaged in per onal misconduct’’. The sece- 
tion provides further in subperagraph (2) that private 
actions under section 36(b) may be brought only against 
the recipient of the allegedly excessive compensation, that 
recovery may not exceed the amount received and that, in 
any event, damages are not recoverable for any period 


prior to one year before the private action was instituted. 


Thus the central distinguishing feature between section 
36(a) and section 36(b) is plaintiff’s burden of proving 
‘personal misconduct’’ in any action predicated upon sc¢ 
tion 36(a). Otherwise, to the extent that section 36(a) 
permits the implication of a private right of action, section 
26(b) would be subsumed in its entirety by. section 36(.) 


and would be rendered entirely meaningless. Cf. Blue Chip 


Stamps v. Manor Drug Stores, 421 U.S. 723, 735-736 (1975). 
Moreover, the limitations which the Congress prescribed 
for private actions brought under section 36(b) would be 
rendered futile and meaningless if plaintiffs who sued 
under section J6(a) wer not required to prove gvenuine 


‘*personal misconduct’’ by a preponderance of the evidence. 


This is confirmed by the legislative history of the 1970 
amendments. The committee reports in both houses of 
the Congress stress that section 36(a) ‘‘is intended to deal 
only with such violations committed by individuals’’ and 
was not intended to reach industry practices which the 
SEC considered questionable. 


As the committee reports state: 


‘‘This section is intended to deal only with such 
violations committed by individuals. It is not in- 
tended to provide a basis for the Commission to 
undertake a general revision of the practices or 
structures of the investment company industry.’’ 
Report of the Committee on Banking and Currency, 
Senate Report No. 91-184 (1969), p. 36; Report of 
the Committee on Interstate and Foreign Commerce, 


House Report No. 91-1882 (1970), p. 37. 


Nothing in the trial record here could conceivably sup- 
port a finding that any officer or director of the Fund or 
anyone associated in any capacity with Eberstadt or M&D 
was guilty of ‘‘personal misconduct’’. Even if plaintiff 
were right in her contention that recapture was mandatory 
as a matter of law, the worst that could be said against any 
of the individuals involved is that while they acted honestly, 
in perfeet good faith and in reliance upon the advice of 
counsel, they erred in concluding that recapture was not in 
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the best interests of the Fund and its shareholders. (Cer- 


tainly, that cannot be said to be ‘‘personal misconduct 


Moreover, the only individual defendant here is Mr. 
Zeller and nothing in the record affords the slightest basis 
for any determination that he was guilty of ‘personal 
misconduct’’. Certainly the Distriet Court could not have 
made a determination of ‘‘personal misconduct”? by any 
person who did not have an opportunity to defend himself 
because he was not named as a defendant or served with 
process in this litigation. 


C. Recapture would involve the Fund in intolerable 
conflicts of interest in fact and in appearance 

As the District Court found, the Fund’s directors were 
convinced that any involvement of Eberstadt in the Fund’s 
brokerage business would create a conflict of interest and. 
perhaps of equal importance, the appearance of conflict 
of interest in the eyes of Fund shareholders and the invest- 
ment community (App. A-81, 82; Tr. 33, 64, 175, 218-219). 


[f Iberstadt became involved in the Fund’s brokerage 
business, it might appear to Fund shareholders and others 
(whether or not justifiably) that M&D’s investment recom- 
mendations to the Fund were motivated by a desire to 
venerate commissions; The appearance of a conflict of in- 
terest by involvement of Eberstadt in the Fund’s brokerage 
would affect adversely the Fund’s image and the sale of its 
shares (Tr. 69-70). As Dr. Murray testified: 


‘Now, if the commission business were put 
through F. Kberstadt & Company there would always 
be in the minds of investors or potential investors 
or the public to which the shares were offered the 
suspicion, no matter how unwarranted, that now 
there would be an inerease in turaover, that there 


would be churning of the portfolio in order to ven- 
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erate an enlarged volume of comniission business.’ 
(Er, Lis). 
Dr. Fox felt just as strongly: 


‘*Probably the most important reason in my mind 
was that I thought that all investment decisions 
should be made for the Fund withovt any possibility 
of being influenced by the possibili:. of obtaining 
additional brokerage revenue. I wanted a compicie 
separation of the investment function and the broker- 
age function. I wanted no possibility of being ac- 
cused or of the Fund being accused of churning the 
portfolio to generate additional brokerage, And al 
though it is my strong belief that the officers of the 
fund have the same view in this respect 1 wanted 
to make sure that there was no possibility of it and 
that the public understood that there was no pos 
ibility of it, so the reputation of the Fund would be 
ear in this respect.’? (Tr. 218-219) 


f 


It was the fear of all concerned that an omnipresent ap- 
pearance of conflict of interest would distort the focus of 
the Board of Directors when they reviewed M&D’s invest- 
nent recommendations, As Mr. Zeller testified: 


‘| . when the staff comes to the Portfolio Com- 
mittee with a recommendation that a certain security 
be sold and another security purchased, there has 
never been implicit in thet a concern in the inde- 
pendent directors’ nunds as to whether we are doing 
this just to generate brokerage, and it is very impor- 
tant to me that there never be such a concern.”’ 
(Tr. 46) 


The potential for ‘‘debilitating’’ effect was obvious to all 


(Tr. 241). 


vAT) 


Since the very reason for the Fund’s existence is the 
profitable investment of its shareholders’ savings, it would 
be foolhardy—and indeed irresponsible—to embark upon a 
recapture program for the purpose of a relatively modest 
saving in the management fee when the directors believed 


that such a course would impede portfolio management. 


So pervasive was the potential for conflict of interest 
that it would extend beyond investment decision-making 
and would affect as well the Fund’s trading desk. 


Kberstadt acts as broker for institutions and individuals. 
if it acted also as broker for the Fund, it would inevitably 
be called upon to buy or sell simultaneously the same se- 
curities for the Fund and for other clients. This would 
necessarily involve Eberstadt in a conflict of interest in its 
execution responsibilities to the Fund and other clients 
(Tr. 171-172). 

The Fund’s directors recognized the desirability of deal- 
ing at “‘arm’s length’’ (Tr. 185) with a broker who is not 
affiliated with the Fund rather than permitting or, indeed, 
requiring Eberstadt t« participate ‘fon both sides cf a 
transaction’’ where ‘‘there is almost inevitably a conflict’’ 
(Tr. 61-64). ‘‘Best execution’’ requires an ‘‘adversary’’ 
relationship between the Fund and its broker. This would 
be missing, and would appear to be missing, if the Fund 
used Eberstadt as its broker (Tr. 64, 172). 


Moreover, some of the directors were not satisfied that 
best execution could invariably be obtained by using Eber- 
stadt as the Fund’s broker (Tr. 219, 248, 253). Further, the 
relative execution capabilities of Eberstadt and other bro- 
kers and the degree of willingness of various brokers to pay 
give-ups were sore points of conflict which the directors 
sought to avoid. The Fund trading desk is staffed by M&D 
employees and no realistic assessment of human nature 
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could assume that M&D employees at the Fund trading desk 
would find it easy to conclude, in their search for best 
execution, that Eberstadt’s competitors were more com- 
petent brokers. 


Finally, the consistent use of Eberstadt rather than a 
variety of other brokers for the execution of Fund portfolio 
transactions might enable members of the financial com- 
munity to identify the Fund as a buyer or seller and thus 
anticipate, to the detriment of the Fund and its share- 
holders, the implementation of Fund investment decisions 


(Tr. 173). 


D. Recapture would have an adverse impact on the 

sale of Fund shares 

Another factor in the directors’ decision not to involve 
Eberstadt in the Fund’s brokerage business was the com- 
petitive necessity of allucating brokerage and give-ups to 
brokers who sold Fund shares (App. 321; Tr. 77, 174). So 
long as other funds were stimulating the sale of fund shares 
by the allocation of brokerage and give-ups, Chemical Fund 
was as a practical matter required to do likewise (App. 
323-4). 


The continuous sale of Fund shares is in the best interests 
of the Fund and its shareholders, since a continuous flow of 
new money is essential for effective portfolio management 
(Tr. 71. 174, 178-180). Moreover, since Fund shares are 
being continuously redeemed, the directors considered it 
imperative that sales be at least great enough to offset 
redemptions; otherwise, portfolio securities would have to 
be sold, regardless of investment considerations, to meet 
redemptions (App. 341; Tr. 19, 71, 123). In addition, be- 
cause of economies of scale and the Fund’s tapered man- 


agement fee, which decreases as a percentage of Fund assets 


as the size of the Fund increases, growth of the Fund 
throuch sales tends to reduce management costs per dollar 
of Fund assets (Tr. 70-71, 179). 


While the Fund’s superior investment performance (App. 
A-77; Tr. 22-28; Ex. K) has been an important factor in 
the sale of Fund shares, securities dealers who hope to 
receive brokerage business from the Fund would be less 
likely to recommend the purchase of Fund shares as op- 
posed to other funds if they understood that substantially 
all of the Fund’s brokerage business was to be allocated 

Eberstadt for recapture purposes (Tr. 64-65, 69-70, 174, 
219). 


It was for the Fund’s directors to determine, as a matter 
of business judgment, whether the shareholders would be 
better served in the long run by using brokerage and 


or} 


ve-ups to stimulate sales or by gobbling it up for recap 
ture. Nothing ia the trial record could support a specula- 
tion that the Fund’s superior investment and sales per 
formance (Ex. L, Tr. 28-30) could have been achieved it 
brokerage and give-ups had been allocated to recapture 


rather than to dealers who sold Fund shares. 


E. It was in the best interests of the Fund’s share- 
holders to allocate brokerage to dealers who 
furnished useful research information 

The Fund has followed the industry practice of allocating 
brokerage business and give-ups to securities dealers who 
provide research and statistical information to M&D for 

the benefit of the Fund. The research material which M&D 

receives from brokers serves to supplement and confirm 

M&D’s own research and to provide ideas about particular 

industries and particular companies so that M&D can then 

conduct its own investigation. In this sense, the research 

provided by independent brokers does not reduee M&D’s 

operating costs (Tr. 34, 37, 212-213). 


The directors have always considered allocation of bro 
kerage for that purpose to be in the best interests of the 
Fund and its shareholders (Tr. 175-174, 195, 219; App. 
341).7 Asa practical matter, in the structure of the securi- 
ties industry as it existed during the period between 1965 
and the time of trial, there appears to have been no way to 
obtain such information except by the allocatica of broker- 
age (Tr. 64-65, 101-102). 


Moreover. the SEC has recognized the appropriateness 
and desirability of allocating mutual fund brokerage for 


_ 


research. Thus, ‘‘the Commission believes that an inves 


ment iver should have discretion, in assigning an execu- 
ton .. co consider the full range and quality of a broker’s 


services which benefit the account under management.’’ ** 
The desirability and usefulness of allocating brokerage 
for research is demonstrated by the Securities Aets Amend- 
ments of 1975 (Pub. L, 94-29), which adds section 28(e) (1) 
to the Securities Exehange Act of 1934. The new sec- 
tion provides, in essence, that a mutual fund manager (and 
other fiduciaries) may pay higher commissions than those 
necessary for execution in order to reward brokers who 
have provided useful research services.*** The Fund’s allo- 
cation of portfolio brokerage commissions to brokers who 
provided research information is, therefore, wholly con- 
* See, for example, the January 22, 1970 report of the com- 
mittee of unaffiliated directors reviewing the Fund’s management 
agreement with M&D, where. the subcommittee recommended 
“that [M&D] give consideration to the allocation of a larger 
volume of commissions for investment research, particularly 
during the current broadening of the interscience concept of 
, 5 = : I 
investment media” (App. 341) 
** Investment Company Act Release No. 7170, May 9, 1972; 
{1971-1972 Transfer Binder] CCH Fed. Sec. L. Rep. {| 78,776. 
*** It is stipulated in this case, however, that the Fund always sought 
best execution and the lowest rate of commission (App. A-34). 
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sistent with public policy as later enunciated by the Congress 
and is, indeed, ral practice which the Congress seeks to 


encourage, 


F. Imminent changes in the structure of the securities 
industry made it unwise to change the Fund’s 
brokerage policies 

The Fund’s Board of Directors was aware of the nu 
merous proposals which have been made in recent years to 

restructure the brokerage industry (Tr. 72-74, 172-173, 176- 

177, 222-224). Some of the changes were on the horizon at 

ieast as early as 1969 (App. 358; Tr. 73). A committee of 

unatiiliated directors therefore recommen. ‘ed that no change 
be made in the Fund’s brokerage practices until the prob 
able direetior of indust ry Cuange could be determined ( App. 


344). 


For example, the ‘‘Martin Report’? published by the 
NYSE in 1971 recommended that NYSE member firm: be 
required to divest themselves of subsidiaries which manage 
mutual funds (Ex. M, p. 17; Tr. 177, 220-221). If this pro- 
posal were ever implemented, Eberstadt would have been 
required to divest itself of M&D and, as a result, there would 
no longer be any way in which the Fund could use Eberstadt 


as its broker for the purpose of recapturing commissions. 


In May, 1975 Congress did indeed enact legislation (which 
had been first proposed many years earlier; Tr, 220, 223-4) 
to divorcee the brokerage and investment advisory functions 
of members of national securities exchanges. (Securities 
Acts Amendments of 1975 (Pub. L. 94-29), § 6). It did so by 
amending Section 11(a)(1) of the Securities Exchange Act 
of 1934 to provide, in pertinent part, that ‘it shall be unlaw- 
ful for any member of a national securities exchange to 
effect any transaction on such exchange for . . . an aecount 


with respeet to which it or an associated person thereof 
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exercises investment discretion’’. Any arrangement by 
which Eberstadt used its stock exchange membership to 
execute any portion of the Fund’s brokerage transactions 


would fall squarely within the prohibition of the Act. 


Also significant was the ShC’s earlier adoption of Rule 
19b-2, which restricted the ability of stock exchange members 
to execute brokerage transactions for affiliated or managed 


accounts.” 


Similarly, the Board of Governors of the NYSE has on 
several occasions proposed an amendment to NYSE rules 
which would prohibit reduction of investment advisory fees 


by the offset of brokerage commissions (Tr. 73-7 ). 


So long as proposals such as these were receiving serious 
consideration in the Congress and by regulatory agencies, it 
made no sense for the Fund to substitute for a policy which 
had operated successfully for many years a radically differ- 
ent course of business whose longevity was as questionable 


as its wisdom.** 


In addition, stock exchange commissions have been nego- 
tiable on large transactions since 1971.%** The advent of 
* Sec. Exch. Act Release No. 9950 (Jan. 16, 1973) ; [1972-1973 
Transfer Binder] CCH Ved. Sec. L. Rep. { 79,178. The rule 
was repealed following the 1975 amendments to the Securities 
Iixchange Act of 1934 
** In January 1972, the SEC staff refused to issue a “‘no-action” 
letter, its customary form of acquiescence, to a fund which 
planned to commence recapturing brokerage commissions 
through an affiliated broker. The staff noted that the SEC was 
“considering the problem of institutional access to national 
security exchanges” and stated that “because of this factor . 
the manager, |the affiliated broker] and the fund will be acting 
at their own risk if they proceed with the proposed arrange 
ment.”” l/lstate Enterprises Stock Fund, Ine., Jan. 29, 1972 


All commissions have been negotiable since May 1, 1975. See 
Pl a exch Act Release No 11,203, Jan 23. 1975; 1975 CCH 
Fed. Sec. L. Rep € 80,067. 
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negotiated commissions was anticipated long before 1971 
(Ty. 72-73, 176-177). If Eberstadt were required to negotiate 
commission rates with its subsidiary M&D on Fund port- 
folio transactions, there would be intolerable conflicts of 


interest several times each business day. 


G. The reasons for not recapturing were equally 

applicable to the use of Eberstadt as a conduit 

for give-ups 

or present purposes there Is no distinction between 
the execution of Fund brokerage transactions by Eberstadt 
and give-ups, for the latter were simply a device for 
achieving indirectly what the Fund’s directors had con- 


cluded should not be done. 


Certainly there can be no distinction for the purposes of 
this ease between the allocation of give-ups and the alloca- 
tion of brokerage orders to securities dealers who sold 
Fund shares or who provided ‘ful research information. 
1), either event, so long as competing funds followed either 
practice, Chemical Fund had no alternative but to do like- 
wise. The sale of Fund shares would be adversely affected 
just as much by the diversion of give-ups to Eberstaat as 


by the allocation to Eberstadt ot orders for execution. 


Similarly, the flow of useful research information to M&D 
for the benefit of the Fund would dry up just as much trom 
the diversion of give-ups as by the allocation to Eberstadt 
of brokerage orders which formerly were given to securities 


dealers who had been helpful in this respect. 


We have already demonstrated and will not repeat here 
the importance to the Fund of a continuous and successful 
sales effort. The directors wisely concluded that the rela- 
tively modest and temporary monetary benefits of recapture 


were outweighed by the importance of sales and by the con- 


tinuous flow of useful research information which could 
be helpful to the Fund’s investment performance (Tr. 130 
131; see Tr. 119-120). 


The diversion of give-ups to Eberstadt posed problems 
of conflict of interest which differed only in degree from 
those involved in Eberstadt’s acting as an executing broker. 
The fact that the give-up was a piece of gimmickry de 
signed to circumvent the NYSE’s anti-rebate rule was in 
itself good reason for wariness. To explain the gimmick 
to the Fund’s shareholders was a task which bordered upon 
the impossible (Tr. 197-198a} 


As Dr. Murray testified, all but the most sophisticated 
and marketwise among the Fund’s shareholders would 
probably suspect, despite the most lucid explanation of an 
inherently improbable levice, that somehow, some way 
some plece of the give-up was sticking to Eberstadt’s 
palm (Tr. 197-198a). Certainly the image of the Fund 
would not be burnished by the practice. The ‘‘breach 
in the wall’’ (Tr. 68) which plaintiff espouses would have 
clouded the Fund’s image as a company which conducted 
its business in such a manner as to be beyond reproach. 
That reputation was an asset of the Fund which the direc 
tors were obligated to protect. 


Il. The Moses decision is not applicable to this case 


Plaintiff’s argument for requiring recapture seems to 
rest almost entirely vpon a few paragraphs of dicta in the 
lengthy opinion in Moses v. Burgin, 445 F.2d 369 (1st Cir. 
1971). In fact, the case offers only superficial support for 
plaintitf’s position. 


Indeed, after noting that ‘‘a change from independent 


brokerage to an affiliated broker is not a matter to be 


lightly undertaken”’ 


(p. 374), the Court held that it wou 
not question or interfere with the business judgment of the 


fund’s directors that fund portfolio transactions should not 
be executed through an affiliated broker. 


The Court likewise rejected plaintiff’s contention that it 
was unlawful to allocate ‘‘reciprocal’’ brokerage business 
to unaffiliated brokers ‘‘in proportion to their success in 
selling Fund shares to the public.’ 
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(p. 372, n. 5). 
In Moses, the Court held Fidelity Fund’s manager liable 
for its failure to seek recapture of the commissions paid 


by the fund for transactions executed on two regional stock 
exchanges, 


The Court held that recapture was available on 
those exchanges by reason of the NASD membership of the 


fund's distributor and principal underwriter, which was a 
subsidiary of the manager. The predicate for liability 

inl the sole predicate for liability—was the manager’s will 
f d deliberate failure to inform the fund’s unaffiliated 
direetors that recapture was available, so that the directors 


never had the opportunity to exercise their business judg- 
ment on whether recapture 


should or 
sued.* 


should not be pur 


As the Court stated (p. 384): 


‘*Bnough has been said to show that Management 
defendants were not guilty of mere negligence. They 
knew, seemingly in June 1965, and at least after the 


publication of PPI, that the possibility of recapture 


was a serious and unresolved issue in the industry. 
They also knew that it was an issue that involved 
See White v. Au 
92 828, which 
to liability 


+] 
Hit 


erbach, CCH Ved. See. L. Rep. © 93,617 
nterpreted the relating solely 

for nondisel to unaffiliated directors. See also 
characterization of JM in Schlusselberg \ 


at p 


holding of AZo 


Neystone Cus 
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a potential conflict between their interests and the 
interests of Fund’s shareholders. Their failure to 
disclose the information available to them to the un- 
affiliated directors was the result of neither inad- 


vertence nor misapprehension of the facts.’’ 


The Court hela that the time period for which the de- 
fendants were liable should be triggered by the SEC’s PPI 
Report of December, 1966 and the defendants’ subsequent 
failure adequately to disclose to the unaffiliated directors 
some of the suggestions of recapture possibilities which 
were contained in the report. ‘‘ We hold, as a matter of law, 
in view of the PPI report, that this date can no later than 
Mareh 1, 1967.’’ 445 F.2d at 385. 


Here, of course, the facts are entirely different. For 
example, the PPI Report was specifically called to 
the attention of the Chemical Fund Board of Directors 


promptly after its publication. M&D specifically advised 


the directors of the possibilities of recapture discussed in 
the report (App. 318) and further adv. ed the directors 
that the ‘*SEC apparently looks with favoi on tie practice 
of using brokerage business on portfolio transactions to 
reduce the costs of management’’ (App. 312). As shown 


(continued from preceding page) 
todian Funds, Inc., CCH Fed. Sec. L. Rep. § 93,901 at p. 93,613 
(S.D.N.Y. 1973): 

“Plaintiffs’ claim for improper brokerage practices con- 
cededly rests on the authority of Moses v. Burgin, which 
imposed liability on an investment advisor for failure to warn 
the mutual fund of money saving devices available in certain 
stock markets. The applicability of Moses here is questionable 
because of the particular stock markets involved and because 
the discovery has revealed that defendants have a good chance 
of showing that the investment advisors did warn the mutual 
funds of the opportunities to avail themselves of money sav 
iny devices, but that the directors, in their best judgment, 
decided not to use them.” (citation omitted) 


9° 


ov 


earlier, the Fund’s unaffiliated directors periodically con 
sidered the whole question and exercised their best busi 
ness judgment. In Moses no such business judgment was 
or could have been exercised because the unaffiliated di- 
rectors. had not been advised of the various recapture 


possibilities. 


A. The Moses “net asset value” dicta 


The Moses aicta® wpon which plaintiff seems to rest her 
case suggests that the Fund’s certificate of incorporation, 
in providing that Fund shares may not be sold for less than 
their net asset value, required recapture. The relevant 
paragraph from the Court’s opinion reads as follows (449 
F.2d, at 374): 


‘*und’s charter required that upon sale of its 
shares it receive their full asset value. The obvious 
purpose was to prevent the value of the existing 
shareholders’ interest in the assets from being di- 
minished by the addition of further participants. If 
Fund receives the asset value of new shares, but at 
the same time rewards the selling broker with give- 
ups that it has a right to recapture for itself, then 
the net income Fund receives from the process of 
selling a share is less than asset value. The existing 
shareholders have contributed—by paying more than 
otherwise necessary on Fund’s portfolio transactions 
__to the cost of the sale, which was supposed to have 
been borne by the new member alone. We cannot, 
therefore, consider absolving the defendants, if we 


Since Moses was a case of non-disclosure of relevant informa- 
tion to Fund directors, the quoted paragraph is plainly .*r? Tn 


fact one commentator has said that the “exact rol of the charter 
irgument is actually rather mystifying” a 1 suggested that it 


might be either “superfluous” or ‘irrelevant’. Duke Law J., 
op. cit., 460, n. 188 


, find that they have violated any duty owed the Fund, 


by finding that directing rive ups to brokers bene 
fitted Fund by stimulating sales of its shares. Such 
application violated its charter if it would have been 
practicable to obtain the give-ups for the direct bene- 
fit of its treasury.”’ 


We respectfully submit ‘t these dictu coneernine the 
calculation of ‘‘net asset value’’ are wrong and are predi- 
cated upon a misconception of how a fund’s net asset value 


is calculated. 


We note at the outset that the Woses decision was ques- 
tioned by Judge Wyatt in Fogel vy. Chestnutt, 383 F. Supp. 
914, at 921 (S.D.N.Y. 1974), and by several commentators : 
‘*(T}he development of the Moses decision is occasionally 
uncertain and its reasoning is not uniformly tight’’; ‘*The 
rather scattered nature of the Woses opinion has been com- 
mented on elsewhere. See Lipton . . . (‘a very poorly 
reasoned opinion’),”’ Comme nt, Mutual Funds and Ind 
pe nde nt Directors bs Can Mos: S Le ad to Be tte a Busine SS 
Juqment? 1972 Duke L. J., 429, 459 (1972) (text and note 
183). See Lipton, 4 Rev. Sec. Reg. 853, 856, n. 23. Judge 
Carter was clearly right in his observation that ‘‘non-dis- 
closure is the only precedential value that Burgin now 
retains.’’? (App. A-65) 


The Fund’s certificate of incorporation contains a pro- 
vision similar to the charter provision referred to in Moses, 
and mutual fund charters universally provide that shares 
may not be sold for less than their net asset value. Charter 
provisions such as these, however, are generally irrelevant 
to the question of recapture beeause, without regard to 
charter provisions, the Investment Company Act and the 


rules of the SEC require, clearly and specifically. that 


mutual fund shares may not be sold for less than their net 


asset value. 


A mutual fund is, by statutory definition, a company 
which offers ‘‘redeemable’’ securities for sale (. 5(a)(1), 
15 U.S.C. <80a-5). A redeemable security, by statutory 
definition, is one which entitles its holder to receive ‘‘his 
proportionate share of the issuer’s current net assets” 
(§ 2(a) (32), 15 U.S.C. § 80a-2(a) (32) ). 


The SEC has implemented these statutory provisions by 
regulations which require that no mutual fund may sell or 
redeem its securities except at current net asset value, which 
is required to be computed on each day during which the 
New York Stock Exchange is open for trading (17 C.F.R. 
. 270,22¢e-1, 3 CCH Fed. See. L. Rep. £48,762). Another 
SEC rule specifies the manner in which current net asset 
value is to be calculated (17 C.F.R. § 270.2a-4), 3 CCH Fed. 
Sec. L. Rep. § 47,250). 

Hlowever, no one— tot even the Court in Moses v. Burgin 
has ever suggested that the Investment Company Act, 
in requiring that Fund shares be sold and redeemed only at 
current net asset value, requires recapture as a matter of 
law. It should be conclusive on this point that the SEC has 
known for many years that, while a few investment com- 
panies sought recapture of portions of commissions paid on 
regional stock exchanges, most mutual funds did not. (PPI 
Report p. 173, n.82). Yet, despite volumes of discussion on 
the subject by the SEC and its staff, the SEC has never 
contended that the statutory provisions with respect to net 
asset value required recapture as a matter of law. 

The error of the Moses dicta becomes apparent when one 
considers it in relation to two releases by the SEC. As 


previously noted, the SEC proposed for comment in 1968 


a rule whieh would have made the recapture of gi 


ve-ups 


mandatory.* The proposed rule was accompanied by a 
lengthy discussion of give-ups and fund brokerage practices 
generally. Nowhere is there any discussion which suggests 
that fund charters or the SEC rules with respect to the 


calculation of net asset value required the recapture of 


give-ups. In fact, if the Moses dicta were correct, there 
would have been no need for the proposed Rule 10b-10 and 
the discussion contained in the release would have been 
wholly irrelevant. 


The second SEC release which is relevant here was issued 
in 1969, after the SEC withdrew its proposed Rule 10b-10. 
In that release (App. 358)** the Commission published the 
opinion of its General Counsel that there was no fiduciary 
duty to recapture brokerage commissions through the ac- 
quisition of a stock exchanye seat and that this was entirely 
a matter of business judgment. As the General Counsel 
said: 

‘*You first ask whether mutual fund management 
has a fiduciary duty to acquire a stock-exchange seat, 
directly or through an affiliate, in order to utilize 
this means to recapture brokerage which in turn will 
be offset against management charges. We do not 
believe that management has this duty if in the 
exercise of its best business judgment management 
determines that it is not in the best interest of the 
fund to create such an affiliate.”’ 


The Commission’s General Counsel ruled also, by clear 
implication, that even if a fund manager played no part in 
the execution of fund portfolio transactions but merely 
utilized a stock exchange membership to receive money 


* Sec. Exch. Act Release No. 8239 (Jan, 26, 1968) (Ex. 89); 
{1967-1969 Transfer Binder] CCH Fed. Sec. L. Rep. § 77,523. 


** [1969-1970 Transfer Binder] CCH Fed. Sec. L. Rep. § 77,761. 
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from executing brokers, there may be circumstances in 
which the fund manager could keep these ‘‘give-ups’’ for 


itself. As the General Counsel said 


‘Tt should be understood, however, that if mutual 
fund management clo s acquire a seat Ola regional 
stock exchange whose rules permit the recapture of 
commissions paid by the fund through the use of that 
seat. there may be circumstances under which such 
recapture could be required and that the management 

may not be free to simply retain for itself revenues 
derived from this source. This is particularly likely 
to be true where the affiliate on the exchange does 
not exeeute or clear transactions for the account of 
the fund, but merely receives revenue from other 
brokers, which revenue i attributable to transactions 


executed for the account of the fund by such other 


brokers.’’ (emphasis supplied) 


B. Even if the Fund recaptured all of its brokerage 

commissions, there would have been no effect 

upon net asset value 

As previously noted, an SEC rule (C.F.R. ¢ 270.2a-4) 
provides specifically for the manner in which daily net asset 
value is to be computed. The daily computation of the net 
asset value of each Fund share was made in accordance 
with that SEC Rule (Tr. 142, 144) and in accordance with 
eenerally accepted accounting practices (Tr, 145). 


The SEC rule provides that all items of expense, inelud- 
ing management fees (whether or not offset by recapture), 
and income must be included in the computation. How- 
ever, the rule provides in subparagraph (b) that such items 
of income and expense need not be reflected in the daily 
calculation of net asset value if ‘‘eumulatively when netted 
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they do not amount to as much as one cent per outstanding 


share.’’ (see Tr. 147-148) 


If the Fund had engaged in recapture, the recaptured 
commissions would have been offset against the manage- 


ment fees paid by the Fund. 


In caleulating net asset value, the Fund acerues the man- 
agement fee payable to M&D on a monthly basis (Tr. 154). 
Accordingly, if in no month since January 1, 1965 did the 
total brokerage commissions amount to as much as one 
cent per share, the applicable SEC rule permitted the Fund 
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to ignore recapture in calculating daily net asset value. 


The uncontradicted trial testimony of Mr. Maynard, a 
senior partner in the accounting firm of Price, Waterhouse 
& Co., was that in no month since January 1, 1965 did the 
total brokerage commissions paid by the Fund amount to 
so much as even one-half cent per share (‘T'r. 147-148). It 
necessarily follows, as Mr. Maynard testified, that even on 
the highly unlikely, if not impossible, assumption that all 
of the brokerage commissions paid by the Fund were re- 
captured and credited against the management fee, the net 
asset value of the Fund, caleulated in accordance with gen- 
erally accepted accounting practices and SEC rules, would 
not have been affected (Tr. 146-148, Ex. 161). 


As Mr. Maynard testided without contradiction or re- 
huttal, the Fund’s calculation of its net asset value was not 
affected by the possibility of recapture. The testimony in 
this case thus renders the Moses dicta inapplicable here. 


C. The Chemical Fund charter permits the Board 
of Directors to consider recapture as a matter of 
business judgment 
In addition, even if the Fiaelity Fund charter provision 
relied upon by the Court in Moses had some relevance in 
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that case, it has no relevance here because of anothe: 
charter provision which entrusts the entire question of the 
allocation of Chemical Fund brokerage business to the busi 
ness judgment of the Chemical Fund Board of Directors. 


All doubts were resolved on that score when the Chemical 
Fund shareholders overwhelmingly approved in 1972 an 
amendment to the certificate of incorporation which made 
explicit what had been implicit always before. Since that 
time, the Fund’s charter has provided explicitly that it is 
within the discretion of the Board of Directors to allocate 
fund brokerage on the basis of sale of Fund shares and 
the furnishing of research, statistical and other services. 
(App. 296, A-31, 32; Ex. 139, pp. 6-7) The shareholders’ 
ratification of the Fund’s long-standing brokerage prac- 


tices, even in light of plaintiff’s allegations, is sufficient by 


itself to prevent the imposition of liability upon Eberstadt 
or M&D, which acted on the basis of the good-faith business 
judgment consistently made by the Fund’s Board of Di- 
rectors. See Saxe v. Brady, 184 A.2d 602, 610 (Del. Ch. 
1962). 


Consequently, no matter what was the case with respect 
to the Fidelity Fund charter, the Chemical Fund directors 
had diseretion under the certificate of incorporation of 
(‘hemical Fund to decide as a matter of business judgment. 
as they did, that Eberstadt and M&D should not be involved 

-for recapture or any other purpose—either in executing 
portfolio transactions for the Fund or serving as conduits 
for the recapture of give-ups. 
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III. The decision by the Fund’s directors not to recap- 
ture falls within the scope of the “business judg- 
ment rule” 


The Moses case held that ‘‘it was the directors of the 
Fund, not Management, who were the ones to make the de- 
cision.’’ (445 F.2d at p. 383). That is precise:y what 
pened here (App. A-70; Tr. 161-162, 163, 168-169, 21 


1ap 
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It was in fact the unaffiliated directors whe decided in 
the exercise of independent business judgment, and with 
full knowledge of the relevant facts, that Eberstadt and 
M&D should not become involved directly or indirectly in 
the brokerage business of the Fund and that it was in the 
best interests of the Fund and its shareholders for the 
Kund’s portfolio brokerage instead to be allocated to bro- 
kers who sold Fund shares or who provided research or 


statistical services. 


Consequently this case is governed by the well-established 


‘*business judgement rule’’ which has been stated as follows: 


‘‘Corporate management is vested in the board of 
directors. If in the course of management, direc- 
tors arrive at a decision, within the corporation’s 
powers and their authority, for which there is a 
reasonable basis, and they act in good faith, as the 
result of their independent discretion and judgment, 
and uninfluenced by any consideration other than 
what they honestly believe to be the best interests 
of the corporation, a court will not interfere with 
internal management and substitute its judgment 
for that of the directors to enjoin or set aside the 
transaction or to surcharge the directors for any 
resulting loss.’’ Henn, Corporations (1961), p. 364. 


The law is well established in this Cireuit and elsewhe1 
that where informed directors make an honest business 
decision, the courts will not substitute their judgment for 
that of the directors. For example, in Fogelson v. American 
Woolen Co. 170 F. 2d 660, 662 (2d Cir. 1948), Judge Swan 


stated that: 


‘Courts are properly reluctant to interfere with 
the business judgment of corporate directors; they 
do so only if there has been so clear an abuse of 
discretion as to amount to legal waste.’’ (citations 


omitted) 


See also, United Copper Securities Co. v. Amalgamated 
Coppe Co, 244 USS. 261, 263-264 (1917); Ransome C'on 
crete Machinery Co. v. Moody, 282 Fed. 29, 32-33 (2d Cir. 


1922). 


In the case at bar, not only did the Fund’s unaffiliated 
directors make an informed and independent good-faith 
business judgment not to engage in recapture, but they 
acted and relied upon the advice of counsel and upon the 
existing state of the law.°* Thus, after the SEC exposed 

* MfcOuillen \ 
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for public comment its proposed new Rule 10b-10, the 
Fund’s Board of Directors received and relied upon the 
opinion of the Fund’s counsel that the decision whether or 
not to recapture was a matter of business judgement ( App. 
A-67, 319; Tr. 58-59, 168-169). Following the Moses deci- 
sion in June, 1971, the Board again consulted counsel and 
was advised that this opinion could still be relied upon 
(App. A-69, 70; Tr. 170-171). 


IV. There was no breach of the management and 
distribution contracts between the Fund and M&D 


As the District Court found, the allocation of Fund 
|-okerage business to encourage the sale of Fund shares 
and the flow of useful research and statistical information 
was not a breach of the management and distribution 
contracts between the Fund and M&D (App. A-78-79, 341: 


Tr. 86-87, 133, 173-174, 178-180, 195 196, 219). 


The research material which M&D receives from brokers, 
while useful, serves principally to supplement and confirm 
M&D’s own research, to provide outside views, and to 
provide ideas about particular companies so that M&D 
can then conduct its own investigation. Such information 
does not replace M&D’s own research or materially reduce 


its operating costs (Tr. o4, 37, 212-213). 


The Fund’s directors have always considered allocation 
of brokerage for this purpose to be in the best interests of 
the Fund and its shareholders (App. 341; Tr. 173-174, 195, 
219). The fact that brokerage would be allocated by M&D 
for this purpose was always an implicit term of the Fund’s 
management agreement with M&D (Tr. 195-196). Indeed a 
subcommittee of unaffiliated directors asked that M&D 


allocate a larger amount of brokerage to brokers who pro- 
vided useful research (App, 341). 
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As to the allocation of Fund brokerage to brokers who 
sold Fund shares, this too has always been implicit in the 
distribution agreement (Tr. 86-87, 195-196; App. 323-324). 
This method of doing business has always been deemed 
by the Fund’s directors to be in the best interests of the 
Fund and its shareholders (App. 323, 324, 341; Tr. 71, 77, 
174, 178-180, 219). 


Generally speaking, the distribution of mutual fund 
shares is not a profitable business (Tr. 128-129; App. 314). 
In most of the years since 1967, M&D has sustained 
losses in the performance of its distribution agreement 
with the Fund (Ex. 93, Schedule ‘‘C’’; Mx. 94, Schedule 
‘CO’; Ex. 95, Schedule ‘‘C’’; Ex. 96, Sck dule ‘‘B’’; Ex. 
A, Schedule ‘‘B’’; Ex. 81, Schedule ‘‘B’’; Tr. 128-129). 
At the same time, M&D has achieved for the Fund a super- 
ior record of net sales as compared to the rest of the mutual 
fund industry (Tr. 28-30, Ex. L). Whatever brokerage, 
therefore, was allocated to brokers who sold Fund shares 
served quite effectively to benefit the Fund by providing 
the cash flow requisite for effective portfolio management ; 


the benefit to M&D, however, was minimal. 


To the extent that increased sales theoretically benefitted 
M&D by increasing the management fee, it should be noted 
that each dollar expended by M&D in its sales and distribu- 
tion effort takes close to 15 years to recover through in- 


creased management fees (Tr. 133). 


Since both contracts were negotiated in the context of 
an industry-wide practice, any change in that practice which 
resulted in a significant increase in M&D’s costs would 
necessarily have required consideration of renegotiating 
the contract (Tr. 195). 


It is significant that plaintiff can point to no specific 


provision of either contract which she claims was violated. 
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There is no such provision. There is and can be no valid 
claim of breach of contract when both contracts were 
executed and performed in the context of a generally pre 
vailing method of business which the Fund directors de 
sired to be continued because they considered it to be in 
the best interests of the Fund. 


v7. There was adequate disclosure of Fund brokerage 
practices to Fund shareholders 


Plaintiff poses as an issue on this appeal the adequacy 
of disclosure in Fund prospectuses and proxy statements 
‘that excess brokerage commissions were being applied 
or the benefit of the Fund’s investment adviser and 
principal undervy riter which, at all times, could have been 
recaptured and applied for the benefit of the Fund’? (Plain- 
tiff’s Br., p. 3). 


The issue is wholly spurious. 


In the first place, there were no ‘‘excess’’? commissions— 
as plaintiff well knows—for she so stipulated in the pre- 
trial order (App, A-34). 


Second, plaintiff's disclosure argument assumes that re 
capture was mandated as a matter of law, despite the good- 
faith business judgment of independent directors that re 
capture was not in the best interests of the Fund’s share- 
holders. However, as this Court has held, businessmen are 
not required to anticipate trends of judicial decision in 
} "oxy statements and other corporate disclosure dvéu- 
ments. Newman v, Stein, 464 F.2d 689, 693 n. 10 (2c. Cir. 
1972), cert. denied 409 U.S. 1039 (1972). 


Third, it is not correct that ‘‘the failure to reeapture re- 
sulted in substantial profits’? to M&D (Plaintiff’s Br., p. 
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*) No evidence is cited to support that assertion and, in 


fact, there 1s none. 


Fourth. as the Distriet Court found, disclosure to share 
holders of Fund brokerage pracuices was more than ade 
quate (App. A-73-70). Kach Fund prospectus since 1960 
has disclosed that Eberstadt does not act as broker for the 
Fund and that Fund brokerage business is allocated to 
dealers partly on the basis of Fund shares sold and partly 
on the basis of other services rendered (Ex. 11, p. 7; x. 
12, p. 8-9; Ex. 13, p. 9-10; Ex. 14, p. 8; Ex. 15, p. 8-9; Ex 
16, p. 9; Ex. 17, p. 12). In the years 1966 through 1971, 
Fund prospectuses and proxy statements disclosed the total 
dollar amount of Fund brokerage business, the dollar 
amount o! brokerage business allocated to dealers based 
on the volume of shares sold and the dollar amount 0! 
brokerage business allocated to dealers who provided 
statistical, research or other services to M&D for the 
nenefit of the Fund (Ex. 12, p. 8-9; Ex. ls, p. 9 10; Ex. 
14, p. 8; Ex. 10, p. 5-9; Ex. 16, p. 9; Ex. 17, p. 12; Ex. 29, 
»p. +; Ex. 30, p. 2 $: Ex. 31, p. 4; Ex. 32, p. 3; x. 35, p. 10; 
lox. 34, p. 5-9). In 1972 and 1973, Fund prospectuses dis- 
closed substantially the same information in somewhat dif 


ferent format (Bx. 18, p. 10; bx. 19, p. Ss). 


There no substance to plaintiff’s arguments that there 
should also have been disclosure that some brokerage al- 
locations took he form of give-ups and that recapture was 
possible if Ebe stadt received either give-ups or brokerage 
business. It is difficult to perceive why any prospective 
purchaser of Find shares or any Fund shareholder would 
have had the sl.ghtest interest in the mechanics of the give 
up or in their dollar amount. His principal interests would 
he best execution, a fact which is undisputed here, and the 


existence of any conflicts of interest in the execution of 
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portfolio transactions. There were no such conflicts here, 
for Eberstadt neither acted as executing broker nor re- 
ceived any give-ups. 


Similarly, it would have been pointless to disclose to 
shareholders that recapture was theoretically possible, for 
the directors had decided that there would be no recapture. 
We know of no rule of disclosure, and plaintiff cites none, 
which requires discussion in proxy statements or prospec- 
tuses of methods of doing business which a board of diree- 
tors has rejected as a matter of business judgment. 


Fifth, plaintiff’s disclosure arguments are mere after- 
thoughts, a fact which surely reflects upon their validity. 
Kven though the complaint alleges in specifie terms the 
brokerage practices attacked on this appeal (App. A-5-8), 
no claim is made on the basis of inadequate disclosure 
to Fund shareholders. The complaint conspicuousiy fails 
to allege any deficiency whatsoever in disclosure to Fund 
shareholders. Moreover, in the list of contentions which 
plaintiff prepared for inclusion in the pre-trial order after 
completion of discovery, there is likewise no mention of 
any claim of non-disclosure (App. A-38-40). 


Sixth, it is difficult to perceive how a Fund shareholder 
can claim in a derivative action brought on behalf of the 
Fund that the Fund was damaged by the falsity of its own 
prospectuses and proxy statements. No Fund shareholder 
seeks in this action to rescind a purchase of Fund shares by 
reason of a false prospectus. The complaint does not seek 
to invalidate any shareholder vote by rea: +. of any defect 
in any proxy statement. 


Plaintiff cites no evidence to show that the Fund was 
injured by reason of any defect in its own proxy statements 


and prospectuses and we assert with confidence that the 
trial record contains no such evidence. 


In short, the disclosure issue which plaintiff belatedly 


poses borders upon the frivolous. 


CONCLUSION 


Since plaintiff proved at trial no basis for the impositio.. 
of liability, judgment was properly entered for defendants. 


The judgment should be affirmed. 
Respectfully submitted, 


SuLurvan & CROMWPLI 
Attorneys for Defendants-Appellecs 
F. Eberstadt & Co., Inc., 
F. Eberstadt & Co., Managers 
and Distributors, Inc. and 
Robert G. Zeller, 
48 Wall Street 
New York, New York 10005 
(212) 952-8100 


Marvin SCHWARTZ 
Marx I. FisHMAN 
Of Counsel 


December 17, 1975 


ADDENDUM 


Section 36, Investment Company Act of 1940, as amended 
1970, 15 U.S.C. § 80a-35 


‘*(a) The Commission 1s authorized to bring an 
action in the proper district court of the United 
States. or in the United States court of any territory 
or other place subject to the jurisdiction of the 
United States, alleging that a person serving or 
acting in one or more of the following capacities has 
engaged within five years of the commencement of 
the action or is about to engage in any act or practice 
constituting a breach of fiduciary duty involving 
personal misconduct in respect of any registered 
investment company for which such person so serves 
or acts— 


(1) as officer, director, member of any advisory 


board, investment adviser, or depositor; or 


(2) as principal underwriter, if such registered 
company is an open-end company, unit investment 


trust, or face-amount certificate company. 


If such allegations are established, the court may 
enjoin such persons from acting in any or all such 
capacities either permanently or temporarily and 
award such injunctive or other relief against such 
pe son as may be reasonable and appropriate in the 
circumstances, having due regard to the protection 
of investors and to the effectuation of the policies 
declared in section 80a-1(b) of this title. 


‘*(b) For the purposes of this subsection, the in- 
vestment adviser of a registered investment com- 


pany shall be deemed to have a fiduciary duty with 
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respect to the receipt of compensation for services, 
or of payments of a material nature, paid by such 
registered investment company, or by the security 
holders thereof, to such investment adviser or any 
affiliated person of such investment adviser. An 
action may be brought under this subsection by the 
Commission, or by a security holder of such reg- 
istered investment company on behalf of such com 
pany, against such investment adviser, or any affii 
ated person of such investment adviser, or any other 
person enumerated in subsection (a) of this section 
who has a fiduciary duty concerning such compen- 
sation or payments, for breach of fiduciary duty in 
respect of such compensation or payments paid by 
such registered investment company or by the se- 
curity holders thereof to such investment adviser or 
person. With respect to any such action the following 
provisions shall apply: 


(1) It shall not be necessary to allege or prove 
that any defendant engaged in personal misconduct, 
and the plaintiff shall have the burden of proving 
a breach of fiduciary duty. 


(2) In any such action approval by the board 
of directors of such investment company of such 
compensation or payments, or of contracts or 
other arrangements providing for such compensa- 
tion or payments, and ratification or approval of 
such compensation or payments, or of contracts or 


other arrangements providing for such compensa- 
tion or payments, by the shareholders of such 


investment company, shall be given such consid- 
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eration by the court as is deemed appropriai 


under all the circumstances. 


(3) No sueh action shall be brought or main- 
tained against any person other than the recipient 
of such compensation or payments, and no dama- 
ves or other relief shall be granted against any 
person other than the recipient « such compensa- 
tion or payments. No award of damages shall be 
recoverable for any period prior to one year 
before the action was instituted. Any award of 
damages against such recipient shall be limited to 
the actual damages resulting from the breach of 
fiduciary duty and shall in no event exceed thie 
amount of compensation or payments reeeived 
from such investment company, Or the security 
holders thereof, by such recipient. 


(4) This subsection shall not appiy to compen 
sation or payments made in connection with trans 
actions subject to section 0a-17 of this title, o1 
rules, regulations, 01 orders thereunder, or to sales 
loans for the acquisition of any security issued by 
a registered investment company. 


(5) Any action pursuant to this subsection may 
be brought only in an appropriate district court of 


the United States. 


(6) No finding by a court with respect to a 
breach of fiduciary duty under this subsection shall 
be made a basis (A) fora finding of a violation of 
this title for the purposes of sections S0a-9 and 
S0a-49 of this title, section 780 of this title, 1 


section 80b-3 of this title, or | B) for an injunction 
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to prohibit any person from serving in any of 
the capacities enumerated in subsection (a) of this 
section.’’ (Aug. 22, 1940, ch. 686, title I, § 36, 54 
Stat. 841; Dec. 14, 1970, Pub. L. 91-547, § 20, 84 
Stat. 1428.) 


Section 36, Investment Company Act of 1940, 54 Stat, 
841: 


‘*The Commission is authorized to bring an action 
in the proper district court of the United States or 
United States court of any Territory or other place 
subject to the jurisdiction of the United States, 
alleging that a person serving or acting in one or 
more of the following capacities has been guilty, 
after August 22, 1940, and within five years of the 
commencement of the action, of gross misconduct or 
gross abuse of trust in respect of any registered 
investment company for which such person so serves 
or acts: 


(1) as officer, director, member of an advisory 
board, investment adviser, or depositor; or 

(2) as principal underwriter, if such registered 
company is an open-end company, unit investment 


trust, or face-amount certificate company. 


If the Commission’s allegations of such gross mis- 


conduct or gross abuse of trust are established, the 


court shall enjoin such person from acting in such 
capacity or capacities either permanently or for such 
period of time as it in its discretion shall deem ap- 
propriate.’’ (Aug. 22, 1940, ch. 686, title I, § 36, 54 
Stat. 841.) 


